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State aid aspects of the EU Emission Trading Scheme: 
the second trading period

Anne Theo SEINEN (1)

1.   The second trading period for 
EU-ETS 

The first trading period of the EU Emission Trad-
ing Scheme (2) runs from 1.1.2005 to 31.12.2007. 
Competition Policy Newsletter of Spring 2005, 
p.16, explained the system and commented on the 
State aid aspects. Cornerstones of the implemen-
tation are the so-called National Allocation Plans 
(NAPs). These plans establish the total number of 
emission allowances Member States plan to allo-
cate and the methods of allocating them to the 
different installations involved. They must ensure 
scarcity in the market, which is necessary to make 
the system function and to achieve the objectives 
of reducing emissions. They must also ensure a 
non-distortive distribution. In Spring 2006, the 
verified emission data made clear that many of the 
NAPs for the first trading period failed on the first 
objective: emissions turned out to be significantly 
lower than originally expected and the price of 
CO2 allowances plummeted to levels of just a few 
cents.
Member States had to notify the NAPs for the sec-
ond trading period, 2008-2012, by 30 June 2006. 
Although many NAPs arrived much later, the 
Commission has now adopted decisions on all of 
them. This article comments on the experiences 
gained.

2.   Existence of State aid
As in the first trading period, the Commission 
assesses the State aid aspects of the NAPs in the 
context of the assessment under the emission trad-
ing Directive. The decisions, therefore, contain 
preliminary views on the aid, clarifying whether 
such aid would be likely to be found compatible 
or not (3).

(1) Formerly Directorate-General for Competition. The 
content of this article does not necessarily reflect 
the official position of the European Communities. 
 Responsibility for the information and views expressed 
lies entirely with the author.

(2) Introduced by Directive 2003/87/EC of the European 
Parliament and the Council of 13 October 2003, OJ L 275, 
25.10.2003, p.32.

(3) In its order of 30 April 2007 in case T-387/04 Energie 
Baden Wuerttemberg AG vs Commission, the Tribunal 
of First Instance confirmed that Directive 2003/87/EC 
requires the Commission to make only a prima-facie 
assessment of the State aid aspects of the NAP and the-
refore the preliminary views on these aspects cannot be 
understood as a final position. 

Allocating allowances for free, or at prices below 
the market price, constitutes State aid. It is straight-
forward to identify the advantage, distortion and 
effect on trade. As regards selectivity and imput-
ability to the State one may note that companies 
falling within the scope of Directive 2003/87/EC 
by definition find themselves in a different legal 
situation than other companies, so treating these 
groups of companies differently is somehow natu-
ral. However, both sectors within and outside the 
scope of Directive 2003/87/EC are subject to cli-
mate change policy. Furthermore, the Directive 
leaves a wide margin of discretion to the Member 
States to draft the allocation rules with selective 
application between different installations, and 
indeed all NAPs contain such rules. Moreover, 
Member States may propose opting-in additional 
sectors and gases.

Involvement of State resources may also require 
some further explanation. For the first and sec-
ond trading period, the Directive obliges Member 
States to allocate at least 95% and 90% of the allow-
ances for free. The Member State is not allowed 
to sell these allowances and obtain revenues by 
doing so. In the first trading period, only Den-
mark, decided to auction the maximum 5%, all 
other Member States auctioned less than 5% and 
thereby foregoing State revenues. In the second 
trading period, no Member State intends to auc-
tion the maximum 10% (4), but in any event the 
presence of State resources does no longer depend 
on this. In the second trading period each allow-
ance must be backed by an Assigned Amount Unit 
(AAU) and Member States have the possibility to 
trade such AAUs with other parties to the Kyoto 
protocol. Therefore, by allocating allowances to the 
companies covered by the EU ETS, the Member 
State foregoes the revenues it could have obtained 
by selling the AAUs.

The current price of 2nd phase allowances amounts 
to around € 20. With a total annual number of 
some 2 billion allowances, the total value of the 
aid amounts to around € 44 billion per year.

3.   Assessment rules
Annex III to the Directive 2003/87/EC contains 
criteria for the NAPs and for the assessment of 

(4) Only Poland intended to auction close to 10% of the allo-
wances.
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State aid aspects, most relevant is criterion 5, 
which stipulates that “the plan shall not discrimi-
nate between companies or sectors in such a way as 
to unduly favour certain undertakings or activities 
in accordance with the requirements of the Treaty, 
in particular Articles 87 and 88 thereof.” In the 
January 2004 guidance on the implementation 
of the allocation criteria, the Commission con-
firmed that “the normal State aid rules will apply”. 
In December 2005, the Commission published 
further guidance (5), emphasising the need of 
simpler allocation rules and adding more specific 
comments on the use of first phase emission data, 
benchmarking and auctioning. Finally, in Novem-
ber 2006, together with its decisions on the first 10 
NAPs, the Commission also adopted a Communi-
cation setting out its assessment of these NAPs.

Despite these documents, Member States have a 
wide margin of discretion in drafting their NAPs, 
and this has led to widely different allocation 
rules.

In the 2001 Community guidelines on State aid 
for environmental protection (6), point 71, the 
Commission took the view that some of the means 
adopted by the Member States to comply with the 
objectives of the Kyoto Protocol could constitute 
State aid, but it was still too early to lay down the 
conditions for authorising any such aid. The 2001 
guidelines expire by the end of 2007 and in May 
2007 the Commission published a first draft of the 
new guidelines containing a section also on trad-
able permit schemes. The rules in this section are 
rather general in nature as they concern not only 
the NAPs under the Emission Trading Directive, 
but also other trading schemes that may already 
exist or may be developed in the future. These 
rules are still under discussion and in the absence 
of definitive specific rules, the State aid assessment 
is to be based on Article 87(3)(c) directly. In the 
following, the main criteria used by the Commis-
sion in its preliminary assessment are explained.

Article 87(3)(c) specifies that “may be considered 
compatible with the common market aid to facili-
tate the development of certain economic activi-
ties (…), where such aid does not adversely affect 
trading conditions to an extent contrary to the 
common interest.” The Common interest funda-
mentally lies in achieving reductions of emissions 
by a well functioning emission trading scheme. 
The  first  criterion is therefore that the overall 
allocation level (the “cap”) must ensure scarcity 
in the market and must lead to reductions com-
pared to otherwise expected emissions. In terms 
of the Directive, criterion 3 of Annex III, the cap 

(5) COM (2005) 703 final of 22.12.2005.
(6) OJ C37 of 3.2.2001, p.3.

“shall be consistent with the potential, including 
the technological potential of activities covered by 
this scheme to reduce emissions.” In order to avoid 
over-allocation and unequal treatment of Mem-
ber States, the Commission based its assessment 
on macro-economic modelling of the business as 
usual scenario, taking into account the Member 
States’ and the Commission’s policies to reduce 
emissions. Only the caps notified by Denmark, 
Spain, Ireland, Italy, Portugal, Slovenia and the 
UK passed this test. In all other cases, the Com-
mission rejected the notified cap under said cri-
terion 3 and explained its preliminary view that 
it cannot exclude that any aid involved would be 
found incompatible with the common market 
should it be assessed in accordance with Article 
87 and 88 of the Treaty.

The common interest must be sufficiently large in 
order to outweigh the distortions and therefore 
the second criterion is that the caps, in conform-
ity with criteria 1 and 2 of Annex III to the Direc-
tive, must enable the Member State concerned 
to achieve its Kyoto-target. On this account, the 
Commission imposed lower caps for Spain, Por-
tugal, Ireland and Italy, who had failed to suffi-
ciently substantiate the reductions of emissions 
to be expected from other national policies and 
measures (7). As above, in these cases the Com-
mission could not exclude that any aid involved 
would be found incompatible with the common 
market should it be assessed in accordance with 
Article 87 and 88 of the Treaty.

In principle, there must be a common interest in 
the allocations to each individual company con-
cerned. State aid to one company can only be jus-
tified by a counterpart made by the beneficiary 
itself, not by any counterpart made by another 
company. Therefore, the  third  criterion is that 
allocations at individual level should not exceed 
expected needs based on a “business as usual sce-
nario”, or at least that the risk of such “over-alloca-
tion” at individual level should be sufficiently low.

While the objectives of the EU-ETS may justify 
a certain level of aid, they don’t necessarily jus-
tify distortions of competition that can derive 
from discriminatory allocation rules. Allocations 
should be based on general, non-discriminatory 
rules, as much as possible. In other words, the 
fourth criterion is that the allocation methodol-
ogy shall not favour certain undertakings or activ-
ities, unless this is justified by the environmental 

(7) Following the Commission’s decision, Ireland notified 
an amendment providing additional substantiation of 
certain policies to reduce CO2 emissions. In the sub-
sequent decision, the Commission set the cap indeed at 
a somewhat higher level compared to its original deci-
sion. 
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logic of the system itself or where such rules are 
necessary for consistency with duly justified envi-
ronmental policies.

4.   Acceptable allocation methods and 
their limits

Allocation according to expected needs
All Member States decided to base the distribu-
tion of allowances in the first place on “expected 
needs”. In order to do so, several Member States 
used estimates of expected needs at installation 
level. The main problem of this approach lies in 
the very nature of the assessment to be made: it 
relies significantly on installation specific factors, 
in particular planned growth of output, which 
are difficult to verify in an objective manner. As 
a minimum (and not necessarily sufficient) con-
dition, the Commission systematically asked such 
allocations to be assessed by experts that are inde-
pendent from the beneficiaries. The Commission 
also asked the Member States to provide a sample 
of calculations showing the absence of over-allo-
cation. In the cases of Belgium, Estonia, Lithuania, 
Luxemburg, Latvia and Slovakia, due to the lack 
of sufficient safeguards, the Commission could, 
however, not exclude that the proposed allocation 
methodology would lead to undue and discrimi-
natory advantages to certain installations.

Instead of relying on individual estimates, many 
Member States based allocations on historical 
emissions. Usually, the historical data is used to 
distribute ‘sector totals’ which are established 
in another, non-discriminatory way. In fact, in 
its 2005 Communication, the Commission has 
pleaded for such general rules, since they are rela-
tively objective and straightforward. Also when 
using such rules, however, there should be suffi-
cient safeguards for minimising the risk of over-
allocation to individual beneficiaries. Additional 
safeguards are particularly important in case years 
with the lowest levels of emissions are excluded 
from the time range. Important elements in this 
respect are the assumptions for economic growth, 
the share of growth that is expected to be absorbed 
by the existing installations and the presence of 
a compliance factor that reduces allowances in a 
general way. Risks of overallocation were identi-
fied for the NAPs of the Netherlands and Poland.

The principle of avoiding over-allocation also 
applies to allocations to new entrants. In fact, in 
its guidance documents, the Commission recom-
mended to allocate to new entrants below their 
expected needs, in order to preserve an incentive 
to invest in the least emitting technologies. How-
ever, only few Member States followed this rec-
ommendation and in most of these cases it was 

followed only for new entrants in the power gen-
erating sector. From a State aid point of view, the 
Commission only asked Member States to confirm 
that allocations from new entrants reserves will 
not exceed levels that can be achieved by using 
best available techniques (BAT) (8). In a number 
of cases, the Commission formulated doubts in 
the recitals of the Decision because of the absence 
of such confirmation.

An alternative to allocations based on expected 
needs consists in basing allocations on bench-
marks, i.e. fixed emission levels per quantity of 
output. No Member State bases all its allocations 
on benchmarks, a few applied benchmarking only 
to the energy sector. Also in these cases, the Com-
mission verified that the allocations would not 
exceed expected needs. Italy and Slovenia pro-
vided original examples of the use of benchmarks 
in other sectors like cement, electric furnace steel, 
glass as well as pulp and paper. Again, for all these 
cases the Commission required to avoid over-allo-
cation, and in the case of Italy the Commission 
formulated doubts in this respect.

Other general allocation principles
Most Member States with tight Kyoto-targets seek 
to impose the burden on installations with the 
largest potential to reduce emissions. The use of 
historical data and benchmarking addresses this 
wish to some extent, but many Member States 
proposed additional discriminatory rules. Aus-
tria, Belgium and the Netherlands, e.g., applied a 
“reduction potential factor” based on individual 
assessments of the potential to reduce emissions. 
Others distinguished between process emissions 
and combustion emissions. Process emissions are 
intrinsically linked to the production process and 
can not be reduced beyond certain levels deter-
mined by physical laws. Denmark, Greece and 
Sweden therefore applied a “compliance factor” 
close to one to process emissions and imposed a 
stricter compliance factor on combustion emis-
sions.

(8) Article 2 of Council Directive No 96/61/EC of 24 Sep-
tember 1996 concerning integrated pollution prevention 
and control (IPPC-Directive), OJ L 257 of 10.10.1996, 
p.26, defines BAT. The techniques shall be «most effec-
tive in achieving a high general level of protection of the 
environment as a whole» and the definition refers to 
«economically and technically viable conditions taking 
into consideration the costs and advantages». The 
Commission is aware that with the introduction of the 
emission trading system, CO2 emissions do no longer 
fall within the scope of the IPPC-Directive. In addition, 
emissions levels of BAT may still be significantly higher 
than those that can be obtained by the «world’s best 
techniques».
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Several Member States provided for “bonuses” for 
early action and/or using clean technology, e.g. 
using biomass or combined heat and power instal-
lations. Using historical emissions could be per-
ceived to “punish” such installations. For Austria, 
the Czech Republic, Estonia, Italy and Poland, 
however, these bonuses (potentially) lead to allo-
cation beyond expected needs, since they come in 
addition to allocations at a level at, or close to, the 
level that covers expected needs. Despite its gener-
ally favourable stance towards “early action”, the 
Commission rejected the over-allocation resulting 
from the bonuses, or raised a doubt on potential 
over-allocation, explaining its preliminary view 
on the incompatibility of the aid involved.

In a number of circumstances, specific methods 
were justified given other environmental objec-
tives. Higher standards for refinery products, e.g., 
will lead to increased emissions per output. The 
Commission did not object to allocations accom-
modating such expected increases. The Commis-
sion did, however, not find similar justification for 
favourable treatment of Spanish power plants that 
made investments in order to reduce their SO2 
and NOx levels. Such allocations would not serve 
the objectives of Directive 2003/87/EC or Direc-
tive 2001/80/EC (9), since the investments would 
be required in any event. The allocations would 
not lead to any improvement beyond the relevant 
Community standard in this respect. In its deci-
sion, the Commission therefore explained its pre-
liminary view on the potential incompatibility of 
any aid involved.

Finally, the Commission also accepted negative 
discrimination of one group of companies, nor-
mally the power generating sector. Disfavouring 
one sector does not necessarily mean selectively 
favouring all other sectors, even if the disfavoured 
sector covers the lion’s share of total emissions. So 
the Commission did not reject NAPs with strict 
compliance factors for the power generating sec-
tor, while allocating up to expected needs to other 
sectors.

5.   Rejected allocation rules
On the basis of State aid concerns and pursuant to 
criterion 5, the Commission rejected a number of 
allocation rules, explaining its preliminary view 
on the incompatibility of the aid involved. For 
some other rules, the Commission explained in 
the recitals of the decision why incompatibility 
could not be excluded.

(9) OJ L 309 of 27.11.2001, p.1.

Long term allocation guarantees
Three Member States intended to give allocation 
guarantees to new installations, typically prom-
ising allocation up to BAT-levels for a period 
beyond the trading period concerned. In the case 
of Germany, it would have meant that the compli-
ance factor (0.9875 for industry and 0.85 for the 
power generating sector) would not apply to new 
installations for a period of 14 years. The word-
ing in the Czech legislation and in the Hungarian 
NAP was comparable, concerning periods of up 
to 15 and 6 years respectively. The main argument 
brought forward was that new efficient electric-
ity production would replace old plants with high 
emissions and thereby contribute significantly to 
the EU objectives. Future allocations are, how-
ever, a major factor for investment decisions. The 
advantages of the guarantees were unknown since 
the allocation rules for subsequent trading peri-
ods are still unknown, but it was clear that they 
could have been very significant. The guarantees 
could easily have lead to a “subsidy race” and in 
particular the Member States bordering Germany 
raised serious concerns. Long term guarantees, 
in addition, would make it more difficult to set 
lower caps in subsequent periods, since the bur-
den would have to be spread over fewer installa-
tions. Finally, significant replacement investment 
is to be expected also without the guarantees. 
For all these reasons, the Commission rejected 
the application of any guarantees that may have 
been granted in the first period and expressed its 
preliminary view that aid involved in guarantees 
to be granted during the second trading period is 
likely to be incompatible (10).

Preferential rules for certain sectors
As discussed above, negative discrimination of one 
sector has been allowed. Further sectoral differen-
tiation, however, easily creates selective advantages 
that are incompatible with the State aid rules. On 
such grounds, the Commission rejected sectoral 
differentiation in the case of Austria. In addition 
to a ‘Potentialfactor’ that takes into account the 
potential to reduce emissions, compliance factors 
were differentiated by sector. The most favourable 
ones concerned steel, refineries and district heat-
ing. For the first two, there is only one company 
per sector.

(10) Decisions under Directive 2003/87/EC concern only the 
allowances to be allocated during the second trading 
period. The preliminary view under the State aid rules, 
in contrast, concerns the aid in the guarantees for the 
entire period for which the guarantees would be appli-
cable. Only in the case of Germany, earlier guarantees 
could have affected allocations for the second trading 
period. 
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Another example concerns Italy. The unique 
approach in the Italian NAP consisted in freezing 
sector allocations at levels fixed for the first trad-
ing period. There were, however, two main excep-
tions, steel and cement, which received higher 
allocations, be it that part of the increase would 
be “allocated for payment” with prices set “by ref-
erence to the market price”. The Italian authori-
ties referred to expected growth figures, but it was 
clear that growth was not taken into account in a 
consistent way. The overall picture was somewhat 
blurred and the Commission therefore expressed 
its preliminary view as regards the potential 
incompatibility of aid involved in the sector allo-
cation.

Discrimination within the power 
generating sector

A major policy question for many Member States 
was whether or not to accommodate the higher 
emissions of power plants using coal and lignite. 
Most have chosen to do so, e.g. by relying on histor-
ical emissions or by applying fuel specific bench-
marks, and the Commission has not rejected such 
approaches. Some Member States, however, noti-
fied further discrimination. Spain, e.g., notified 
allocation methods with a preferential treatment 
of power generated from domestic coal. Due to 
the complexity of the rules, the advantage result-
ing from the method was not entirely clear. The 
decision explains that it cannot be excluded that 
aid involved may be found incompatible should it 
be assessed under the State aid rules.

The other example concerns Italy, where alloca-
tions were generally based on benchmarks, but 
were further differentiated by applying different 
“trend factors” and “operating hours” according 
to the fuel use and use of CHP or not. The factors 
did not reflect expectations but policy objectives, 
e.g. the complete phase out of oil fuelled power 
plants, even though the use of oil generates fewer 
emissions than the use of coal. In addition, instal-
lations benefiting of incentives provided by the 
so-called “CIP 6/92 agreement”, would also see 
their allocations set at very low levels. As it was 
not clear to which extent the differentiation could 
be justified by environmental considerations and 
whether undue advantages to certain installations 
were excluded, the Commission explained in the 
recitals that it could not exclude incompatibility of 
State aid involved.

In the case of Sweden, allocations to existing 
power plants were based on historic emissions, 
but new installations in the sector were granted 
allocations from the new entrants’ reserve only if 
they are to operate highly-efficient co-generation 

installations. Since this approach is consistent 
with the objective to reduce emissions, it was not 
rejected.

Separate reserves
All Member States create so-called “New Entrants 
Reserves” (NERs) in order to be able to allocate 
allowances to new installations. Ireland notified 
the creation of separate reserves for power gen-
eration, cement and other sectors, and allocations 
from these reserves were to be bound by different 
ceilings. The Commission, however, rejected this, 
since it could lead to favourable treatment of cer-
tain sectors, in particular in case of early deple-
tion of the general reserve.

Allocation based on electricity purchases
Although allowances are granted for free, com-
panies would naturally seek to raise their prices 
in order to reflect the “opportunity cost” of not 
selling the allowances. Where they succeed, this 
leads to so-called “windfall profits”. There is sig-
nificant evidence that significant windfall profits 
have arisen in the power generating sector to the 
expense of businesses paying the higher electricity 
prices, in particular the energy intensive industry. 
In this context, the Dutch NAP provided for a 
15% “windfall profits cut” on allocations to power 
installations otherwise determined on the basis of 
historical emissions. One third of the reduction 
would be redistributed over other installations 
proportional to their electricity purchases. The 
Commission, however, found no environmental 
justification and expected rather negative envi-
ronmental effects from such a bonus on electricity 
consumption. The advantages would be largest for 
installations in industries which are characterised 
by strong international competition and therefore 
the Commission rejected this allocation method.

Banking
Banking of allowances means that unused allow-
ances valid in one trading period are exchanged 
for new allowances valid in the next. This may 
provide an incentive to reduce total emissions 
during the trading period below the sum of the 
overall caps set for that trading period. Directive 
2003/87/EC obliges Member States to allow bank-
ing as from the second trading period, but it is 
optional to bank allowances from the first to the 
second trading period. Only France and Poland 
intended to allow banking, but France withdrew 
its intention. In its Communication of November 
2006, the Commission made clear that banking 
can be allowed only subject to two conditions. 
First, only allowances that are left unused because 
of real emission reductions can be banked. Allow-
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ances left unused simply because the original 
 allocation was too high, cannot be banked since 
there would be no environmental counterpart to 
be delivered by the beneficiary to outweigh the 
distortion caused by the aid. Second, the number 
of allowances to be banked must be subtracted 
from the overall cap of allowances to be allocated 
in the second trading period. Otherwise, banking 
would reduce the scarcity in the market, or even 
worse, transfer the over-allocation in the first 
period into the second, and this would go directly 
against the objectives of the scheme. The Com-
mission rejected the absence of these safeguards 
in the NAP.

6.  Concluding remarks
From the above, one can draw two conclusions. 
First, Member States have refrained from making 
optimal use of the system. In view of the environ-
mental objectives, and in order to ensure that the 
State aid involved brings sufficient benefits to the 
Community, the Commission forced the Member 
States to reduce the levels of allocation by almost 
10% on average. Secondly, the Member States 
proposed a wide variety of allocation rules with 
a high potential to generate distortions of compe- 

tition. By applying criterion 5 of Annex III to the 
Directive and the State aid rules the Commission 
addressed many of these distortions. Significant 
differences between allocations to similar instal-
lations in different Member States will, however, 
remain. Under a system of free allocations and 
different national CO2-reduction targets, signifi-
cant distortions will in fact remain unavoidable. 
Clearly, from a competition point of view, it would 
be highly preferable to auction all allowances 
instead of allocating them for free. Obviously, this 
is one of the issues to be decided when reviewing 
the Emission Trading Scheme, on which the Com-
mission is expected to adopt a proposal by the end 
of 2007 (11).

As regards the NAPs for the second trading period, 
it is now up to the Member States to give the appro-
priate follow-up to the Commission decisions. In 
this respect, it is appropriate to remind the letter 
of 17 March 2004 from the two director gener-
als of DG Environment and DG Competition to 
the Member States in which they explain that, if 
the Commission sees the serious risk of distortive 
effects arising in a way that is incompatible with 
the Treaty, it will take action under the State aid 
rules.

(11) For further information on the review of the Directive, 
see: http://ec.europa.eu/environment/climat/emission/
review_en.htm.

http://ec.europa.eu/environment/climat/emission/review_en.htm
http://ec.europa.eu/environment/climat/emission/review_en.htm



